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One of the biggest — and often
costliest — retirement mistakes
investors are making today

Total assets in target-date funds topped $1.1 trillion in 2017, up from $158
billion in 2008, according to Morningstar.

At Vanguard 51 percent of investors in 401(k) plans put all their money in a
single target-date fund in 2017, and Fidelity has similar figures.

Experts warn this hands-off approach can backfire by failing to account for
factors such as life expectancy, risk, income changes or loss of a spouse.

Jeff Brown
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Target-date funds are all the rage among retirement investors, making
it easy to spread money among stocks and bonds and to rebalance as
conditions change. Total assets in this sector topped $1.1 trillion at the
end of 2017, up from $158 billion at the end of 2008, according to
Morningstar.

But is this too much of a good thing?

Vanguard Group, the fund giant, reported recently that 51 percent of
investors in 401(k) plans with the firm put all their money into a single
target-date fund in 2017, and Fidelity Investments has similar figures.

But some experts warn that this hands-off approach can backfire by
failing to account for factors like the investors’ life expectancy, risk
tolerance, income changes or loss of a spouse.

Target-date funds are designed for the average investor, but few
investors are truly average, and many advisors say those with heavy
stakes in TD funds are wise to adjust to suit their personal needs.

“Although they have substantial benefits, target-date funds ultimately
provide too much of a cookie-cutter approach to asset allocation,” said
Benjamin Sullivan, a planner and portfolio manager with Palisades
Hudson Financial Group in Austin, Texas.

Here is one of the biggest retirement
mistakes investors make  
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“Not everyone retiring in a given year has the same risk tolerance, cash-
flow needs and time horizon. Therefore, not everyone in a cohort
should have the same asset mix.”

“People need to be conscious and engaged with their investment,” said
Alexander S. Lowry, director of the master’s program in financial
analysis at Gordon College in Wenham, Massachusetts.

“Outsourcing that responsibility to a target-date fund is a recipe for
disaster, at least in the current investing climate.”

The mechanics

Not only could stocks turn down, but bonds in target-date funds could
lose value if interest rates continue to rise — a toxic situation for a
retiree needing income.

A target-date fund, selected to match the investor’s expected
retirement date, typically divides contributions into a mix of low-fee
stock and bond index funds and subcategories considered appropriate
for the investor’s age and years to retirement. A young investor will be
heavily invested in stocks, but more of the fund will shift to bonds as
safety becomes more important over the years.

The fund also rebalances annually to keep to the current target
allocation. If a surge leaves too much invested in stocks, for example,
some will be shifted to bonds.

That kind of fine-tuning is troublesome even for practiced investors, so
target-date funds have been considered ideal for the inexperienced,
especially those with small portfolios that are otherwise hard to
diversify.
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That’s why they have become the “default” in many 401(k)s for
participants who do not choose something else, often because they
don’t pay much attention when automatically enrolled after being
hired. Previously, surveys showed that too many employees invested
too little and were too conservative, often allowing contributions to
build up in money-market funds with very low returns.

"Once people begin using a target-date fund,
they go on autopilot and stop thinking about
their investing [strategy]."
-Alexandra Lowry, director of the master’s program in financial analysis at Gordon College

Vanguard says more than half of its 401(k) participants have all assets
in a single target-date fund, up from 13 percent 10 years ago. “With the
advent of TDFs, three-quarters of all participants now have broadly
diversified portfolios — up from only half 10 years ago,” Vanguard said,
emphasizing the positive side of TDF growth.

Target-date funds are not designed to beat the broad market at all
times, but to produce steady gains with low fees and minimal volatility
due to broad diversification, and performance varies with asset
allocation designed for a given target date.

Target-date funds for investors retiring in 2050 have returned 8.48
percent a year for the past five years, compared to nearly 13 percent for
funds tracking the Standard & Poor’s 500, according to Morningstar.
But this has been a period of strong stock growth, and TDFs generally
do better than the S&P 500 when stocks fall.
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Now the question is whether this “fire and forget” approach has gone
too far, since TDFs are generic products that cannot be fine-tuned to
the investor’s individual situation. Two 30-somethings with three
decades to retirement could choose the same Target 2050 fund that
would put 90 percent into stock funds and 10 percent into bond funds.
On the verge of retirement, the mix would be closer to 50/50.

Expense Ratio 5-year, avg. annual return

Top-performing Target-2050 funds for past five
years

0.77%American Funds 2050 Trgt
Date Retire R6

0.45%TIAA-CREF Lifecycle 2050
Institutional

0.74%T. Rowe Price Retirement
2050

0.73%Schwab Target 2050

0.83%Putnam RetirementReady
2050 Y

Source: Moningstar data

But by then one of the two might have other savings, paid off the home
and finished with college expenses. One might have a spouse with a
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good income, have a traditional pension, maximum Social Security
benefit and an inheritance. The other might not be in such good shape.
But their different investing needs would not be reflected in their
identical TDF holdings.

More from Quarterly Investment Guide:
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The dire ripple effect from a US-China trade war: A drop in foreign
investment worldwide
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“One issue with target-date funds today is that they really do not
function well once you reach the target date,” said Jamie Hopkins,
professor of retirement planning at The American College of Financial
Services in Bryn Mawr, Pennsylvania. “At that point, there is no real
mechanism or investment strategy inside the fund to deal with the
challenges of generating retirement income or investing for income in
retirement.”

Many TDFs, for example, arrive at a final mix of stocks and bonds at the
target date, then leave it the same for the decades that follow, even
though the investor’s situation may change dramatically. Drawing
income requires selling the fund’s shares, which trims each asset class
the same amount, since each share mirrors the fund’s overall asset
allocation. It might be wiser to sell more judiciously, but not possible to
trim just stocks or just bonds.

“Once people begin using a target-date fund, they go on autopilot and
stop thinking about their investing [strategy],” Lowry said. “So they
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don’t consider the market cycle, whether their risk profile has changed,
what the impact will be on other assets, etc. For example, we’re in the
final inning of a historic bull market. And at some point in the not-too-
distant future, we’ll be at the bottom of an awful bear market. These
two points in time require a very different investment approach. But a
TD fund approach doesn’t consider this.”

What to do?

Assess what you’ll have. Experts say that fixing the problem starts with
assessing what you will have to live on in retirement — Social Security,
pension, investments outside your 401(k) as well as in it, income from
working in retirement, proceeds from the sale of a second home and so
on.

Next, determine what your cost of living will be. What if your medical
costs go up? What’s the fallback plan if money is tighter than
expected?

Figure asset allocation for yourself. Your plan provider may have tools
for figuring the appropriate asset mix. If not, search the internet for
“asset allocation calculator” and “Monte Carlo retirement calculator” or
hire a pro.

Look under the hood. Once you know what your allocation should be,
look at the fund’s prospectus to see how well its allocations match your
own goals.

“Target-date funds are not individualized for a person’s specific
situation,” said Tony Drake, CEO at Drake & Associates and an
investment advisor in Waukesha, Wisconsin. “They treat every person
who will retire in a certain year as the same. However, every person is
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not the same. They have different income needs, lifestyles and
resources in retirement. People should have an individualized income
plan for retirement, and target-date funds can’t do that.”

Advisors say it can pay to look at the other fund offered in the 401(k) to
develop a custom portfolio.

Plan the changes. “Depending on the tax consequences, it might make
sense to fully liquidate a target retirement-date fund before retirement
in order to create your own asset allocation,” Sullivan said. Others may
just trim the TDF holding to buy something else, he added.

Experts recommend first looking at options within the 401(k) plan to
avoid taxes and penalties. It may offer other types of funds that
specialize in slices of the market that would suit your needs better. You
can change the mix immediately by selling all or part of your TDF and
buying something else, or do it gradually by buying something
different with new contributions.

Also note that after leaving your job, you can roll the 401(k) into an IRA
with no tax bill and then invest in just about anything you want, said
Gabriel Pincus, president of GA Pincus Funds, based in Dallas and
Chicago.

Jeff Brown
Special to CNBC.com
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